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Responding to Requests
for Reports on Matters
Relating to Solvency
February 1988
An Interpretation of
Statement on Standards for
Attestation Engagements

AICPA

American Institute of Certified Public Accountants

NOTICE TO READERS

The staff of the Auditing Standards Division has been authorized to issue
Interpretations to provide timely guidance on the application of pronouncements
of the Auditing Standards Board.
Interpretations are reviewed by the members of
that Board. An Interpretation is not as authoritative as a pronouncement of the
Auditing Standards Board, but members should be aware that they may have to
justify a departure from an Interpretation if the quality of their work is
questioned.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the A mericas. New Yo rk. N Y 10036-8775 ( 212) 575-6200 T elex 70-3396

February 25, 1988

Here is an interpretation of the Attestation Standards titled Responding to
Requests for Reports on Matters Relating to Solvency, recently issued by the
Auditing Standards Division of the American Institute of Certified Public
Accountants.
Lenders, in connection with leveraged buyouts, recapitalizations, and other
secured financings, sometimes request assurance from accountants on matters
relating to solvency. They are concerned that such transactions may include a
fraudulent conveyance or transfer under Federal or state law; matters relating
to solvency are pivotal factors in determining whether such a conveyance or
transfer has occurred.
Matters relating to solvency include an entity's
•

solvency

•

adequacy of capital

•

ability to pay its debts as they mature

This interpretation:
•

Precludes accountants from providing any form of assurance on matters
relating to solvency or any financial presentation of matters relating
to solvency.

•

Notes that an accountant may provide various services that may be use
ful to a client in connection with a financing under existing pro
fessional standards such as those described in paragraphs .07 and .08
of the interpretation.

•

Provides reporting guidance for agreed-upon procedure reports issued
in connection with a financing agreement.

•

Rescinds former interpretation Reporting on Solvency, AU Section
9504.23-35.

It will be published in the May issue of the Journal of Accountancy.
Sincerely,

Dan M. Guy
Vice President, Auditing

Copyright © 1988 by the
American Institute of Certified Public Accountants, Inc
1211 Avenue of the Americas, New York, NY 10036-8775
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Responding to Requests for Reports on
Matters Relating to Solvency

Interpretation of AU Section 2010

(This Interpretation rescinds Reporting on Solvency, AU Section

.01

9504.23-35)

Question - Lenders, as a requisite to the closing of certain secured

financings in connection with leveraged buyouts (LBOs), recapitalizations and
certain other financial transactions, have sometimes requested written
assurance from an accountant regarding the prospective borrower's solvency and
related

matters.1/

The lender is concerned that such financings not be con

sidered to include a fraudulent conveyance or transfer under

1/ While this Interpretation describes requests from secured lenders and sum
marizes the potential effects of fraudulent conveyance or transfer laws upon
such lenders, the Interpretation is not limited to requests from lenders.
requests for assurance on matters relating to solvency are governed by this
Interpretation.

All

2

the Federal Bankruptcy Code 2/ or the relevant state fraudulent

2/ Section 548 of the Federal Bankruptcy Code defines fraudulent transfers and
obligations as follows:

The trustee may avoid any transfer of an interest of the debtor in
property or any obligation incurred by the debtor, that was made or
incurred on or within one year before the date of the filing of the
petition, if the debtor voluntarily or involuntarily 1) made such transfer or incurred such obligation with actual
intent to hinder, delay, or defraud any entity to which the
debtor was or became, on or after the date that such
transfer occurred or such obligation

was incurred, indeb

ted; or
2) (A) received less than a reasonably equivalent value in
exchange for such transfer or obligation; and
(B)

(i) was insolvent on the date that such transfer was
made or such obligation was incurred, or became
insolvent as a result of such transfer or obliga
tion;
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conveyance or transfer statute 3/.

If the financing is subsequently determined

to have included a fraudulent conveyance or transfer, repayment obligations and

(ii) was engaged in business or a transaction, or was
about to engage in business or a transaction, for
which any property remaining with the debtor was
an unreasonably small capital; or
(iii) intended to incur, or believed that the debtor
would incur, debts that would be beyond the deb
tor's ability to pay as such debts matured.

[Bankruptcy Law Reporter, 3 vols., (Chicago: Commerce Clearing House, 1986),
volume 1, 1339].

3/ State fraudulent conveyance or transfer statutes such as the Uniform
Fraudulent Conveyance Act (UFCA) and the Uniform Fraudulent Transfer Act
(UFTA) reflect substantially similar provisions.

These state laws may be

employed absent a declaration of bankruptcy or by a bankruptcy trustee under
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security interests may be set aside or subordinated to the claims of other cre
ditors.

.02

May an accountant provide assurance concerning "matters relating to sol

vency" as hereinafter defined?

.03

Interpretation - No. For reasons set forth below, an accountant should not

provide any form of assurance, through examination, review or agreed-upon proce
dures engagements, that an entity:

o

Is not insolvent at the time the debt is incurred or would not be rendered
insolvent thereby

o

Does not have unreasonably small capital

o

Has the ability to pay its debts as they mature

Section 544 (b) of the Federal Bankruptcy Code.

While the statute of limita

tions varies from state to state, in some states financing transactions may
be vulnerable to challenge for up to six years from closing.
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In the context of particular transactions other terms are sometimes used or
defined by the parties as equivalents of or substitutes for the terms listed
above (e.g., fair saleable value of assets exceeds liabilities).

These terms,

and those matters listed above, are hereinafter referred to as "matters relating
to solvency."

The prohibition extends to providing assurance concerning all

such terms.

.04

The assertions on which an accountant can provide assurance are limited by

the Attestation Standards included in the Statement on Standards for Attestation
Engagements.

The third general attestation standard states that the prac

titioner shall perform the engagement only if he or she has reason to believe
that the following conditions exist:

o

The assertion is capable of evaluation against reasonable criteria that
either have been established by a recognized body or are stated in the
presentation of the assertion in a sufficiently clear and comprehensive
manner for a knowledgeable reader to be able to understand them.

o

The assertion is capable of reasonably consistent estimation or measure
ment using such criteria.
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In addition, the second general attestation standard states that the engagement
shall be performed by a practitioner or practitioners having adequate knowledge
in the subject matter of the assertion.

.05

The matters relating to solvency mentioned in paragraph .03 above are sub

ject to legal interpretation under, and varying legal definition in, the Federal
Bankruptcy Code and various state fraudulent conveyance and transfer statutes.
Because these matters are not clearly defined in an accounting sense, and are
therefore subject to varying interpretations, they do not provide the accountant
with the reasonable criteria required to evaluate the assertion under the third
general attestation standard. In addition, lenders are concerned with legal
issues on matters relating to solvency and the accountant is generally unable to
evaluate or provide assurance on these matters of legal interpretation.
Therefore, accountants are precluded from giving any form of assurance on mat
ters relating to solvency or any financial presentation of matters relating to
solvency.

.06

The rescinded AICPA Interpretation titled Reporting on Solvency, issued in

December 1984, prior to the Attestation Standards which were effective in
September 1986, indicated that accountants' solvency letters should contain

7

definitions for the accountant to use in providing negative assurance.

While

lenders have defined matters relating to solvency in the context of a particular
engagement, experience has shown that use of the lender's definitions by the
accountant in a solvency letter could be misunderstood as an assurance by the
accountant that a particular financing does not include a fraudulent conveyance
or transfer under either federal or state law.

Further, those who are not aware

that the matters relating to solvency have been specifically defined for the
engagement, may, as a result of being informed that an accountant has issued a
report on matters relating to solvency, infer unwarranted assurance therefrom.

.07

Under existing AICPA standards, the accountant may provide a client with

various professional services that may be useful to the client in connection
with a financing.

These services include:

o

Audit of historical financial statements

o

Review of historical financial information (A review in accordance with
AU sec. 722 of interim financial information or in accordance with
Statement on Standards for Accounting and Review Services No. 1)
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o

Examination or review of pro forma financial information

o

Examination or compilation of prospective financial information
(AU sec. 2100, Financial Forecasts and Projections)

.08

In addition, under existing AICPA standards (AU sec. 622, Special Reports

- Applying Agreed-Upon Procedures to Specified Elements, Accounts, or Items of
a Financial Statement, AU sec.

2010, Attestation Standards, and AU sec. 2100,

Financial Forecasts and Projections), the accountant can provide the client and
lender an agreed-upon procedures report.

In such an engagement, a client and

lender may request that specified procedures be applied to various financial
presentations, such as historical financial information, pro forma financial
information, and prospective financial information,

which can be useful to a

client or lender in connection with a financing.

.09

The accountant should be aware that certain of the services described in

paragraph .07 require that the accountant have an appropriate level of knowledge
of the entity’s accounting and financial reporting practices and its internal
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control structure.

This has ordinarily been obtained by the accountant auditing

historical financial statements of the entity for the most recent annual period
or by otherwise obtaining an equivalent knowledge base.

When considering accep

tance of an engagement relating to a financing, the accountant should consider
whether he or she can perform these services without an equivalent knowledge
base.

.10

A report on agreed-upon procedures should not provide any assurance on

matters relating to solvency or any financial presentation of matters relating
to solvency [e. g., fair saleable value of assets less liabilities or fair
saleable value of assets less liabilities, contingent liabilities and other
commitments].

An accountant's report on the results of applying agreed-upon

procedures should:

o

State that the service has been requested in connection with a financing
(no reference should be made to any solvency provisions in the financing
agreement).

o

State that the sufficiency of the procedures is the sole responsibility
of the client and lender and disclaim responsibility for the sufficiency
of those procedures.

- 10

o

State that no representations are provided regarding questions of legal
interpretation.

o

o

State that no assurance is provided concerning the borrower's:
(1)

solvency,

(2)

adequacy of capital, or

(3)

ability to pay its debts.

State that the procedures should not be taken to supplant any additional
inquiries and procedures that the lender should undertake in its con
sideration of the proposed financing.

o

Where applicable, state that an audit of recent historical financial
statements has previously been performed, and that no audit of any
historical financial statements for a subsequent period has been per
formed.

In addition, if other services have been performed pursuant to

paragraph .07, they may be referred to.

o

Describe the procedures applied (as applicable) to the historical finan
cial information, prospective financial information, or pro forma finan
cial information and the accountant's findings.
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o

Where applicable, state that the procedures were less in scope than:
(1) an audit in accordance with generally accepted auditing standards,
(2) an examination of pro forma financial information, the objective
of which is the expression of an opinion on that information,
(3) an examination of prospective financial statements in accordance
with standards established by the American Institute of Certified
Public Accountants,
and include an appropriate disclaimer of opinion.

o

If procedures have been applied to prospective financial information,
state that there will usually be differences between the prospective
financial information and actual results, because events and circumstan
ces frequently do not occur as expected, and those differences may be
material.

o

State that had the accountant performed additional procedures or per
formed an audit or examination, additional matters might have come to his
or her attention that would have been reported.
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o

State the limitations on the use of the report because it is intended
solely for the use of specified parties.

o

.11

State that the accountant has no responsibility to update the report.

The report ordinarily is dated at or shortly before the closing date.

The

financing agreement ordinarily specifies the date, often referred to as the
cutoff date, to which the report is to relate (for example, a date three busi
ness days before the date of the report).

The report should state that the

inquiries and other procedures carried out in connection with the report did not
cover the period from the cutoff date to the date of the report.

.12

The accountant might consider furnishing the client with a draft of the

agreed-upon procedures report.

The draft report should deal with all matters

expected to be covered in the terms expected to be used in the final report.
The draft report should be identified as a draft in order to avoid giving the
impression that the procedures described therein have been performed.

This

practice of furnishing a draft report at an early point permits the accountant
to make clear to the client and lender what they may expect the accountant to
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furnish and gives them an opportunity to change the financing agreement or the
agreed-upon procedures if they so desire.

.13

The following is an example of an agreed-upon procedures report issued in

response to a request by a client and lender in connection with the financing of
a leveraged buyout transaction in which agreed-upon procedures have been applied
to unaudited historical financial information, unaudited pro forma financial
information, and a forecast.

ILLUSTRATIVE AGREED-UPON PROCEDURES REPORT

(LEVERAGED BUYOUT TRANSACTION)

March 24, 19X2

XYZ Bank and ABC Corporation:

This report is furnished at the request of XYZ Bank and ABC Corporation pursuant
to the Credit Agreement dated as of March 24, 19X2 (the "Credit Agreement"),
between ABC Corporation (the borrower) and XYZ Bank (the lender) in connection
with the financing transaction set forth therein.

The sufficiency of the agreed-upon procedures we have been requested to perform,
as set forth in subsequent paragraphs of this report, is the sole responsibility
of the borrower and lender. Consequently, we make no representation regarding
the sufficiency of the procedures described below either for the purposes for
which this report has been requested or for any other purpose. Further, we make
no representations regarding questions of legal interpretation, nor do we pro
vide any assurance as to any matters relating to the borrower's solvency, ade
quacy of capital or ability to pay its debts.

The agreed-upon procedures

described below should not be taken to supplant any additional inquiries and
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procedures that the lender should undertake in its consideration of the proposed
financing transaction contemplated by the Credit Agreement.

We have previously audited the consolidated balance sheet of the borrower as of
December 31, 19X1, and the related consolidated statements of income,
stockholders' equity and cash flow for the year then ended, and have rendered
our unqualified report thereon dated February 27, 19X2.

We have not audited any

financial statements of the borrower as of any date or for any period subsequent
to December 31, 19X1.

As requested, we have performed the following agreed-upon procedures as of and
for the periods set forth below (our procedures did not extend to the period
from March 21, 19X2 to March 24, 19X2, inclusive):

1.

We have read the minutes of the 19X2 meetings of the stockholders and board

of directors of the borrower as set forth in the minute books at March 20, 19X2,
officials of the borrower having advised us that the minutes of all such
meetings through that date were set forth therein.
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2.

We have read the accompanying unaudited consolidated financial statements

of the borrower as of February 28, 19X2, and for the two month period then
ended, officials of the borrower having advised us that no financial statements
as of any date or for any period subsequent to February 28, 19X2 were
available.

3.

We have made inquiries of certain officials of the borrower who have

responsibility for financial and accounting matters regarding whether:

a.

The unaudited consolidated financial statements referred to above are in

conformity with generally accepted accounting principles applied on a basis
substantially consistent with that of the December 31, 19X1 audited consolidated
financial statements.

b.

At March 20, 19X2, there was any decrease in consolidated net assets or

consolidated net current assets as compared with the amounts shown in the
February 28, 19X2 unaudited consolidated balance sheet.

Based on the results of the procedures described in Steps 1 through 3 above,
nothing came to our attention that caused us to believe that the February 28, 19X2
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financial statements are not in conformity with generally accepted accounting
principles applied on a basis substantially consistent with that of the December
31, 19X1 audited financial statements or that, at March 20, 19X2, there was any
decrease in consolidated net assets or consolidated net current assets as com
pared with the amounts shown on the February 28, 19X2 unaudited consolidated
balance sheet.

4.

With respect to the accompanying unaudited pro forma consolidated balance

sheet as of February 28, 19X2 1/, which has been prepared on the basis set forth
in the notes and assumptions thereto, we have:

a.

Read the unaudited pro forma consolidated balance sheet and supporting
notes and assumptions.

b.

Made inquiries of certain officials of the borrower who have respon
sibility for financial and accounting matters as to whether all adjust
ments necessary to present the unaudited pro forma consolidated balance

1/

For example, this presentation might reflect a business combination
accounted for as a purchase under Accounting Principles Board Opinion No. 16.
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sheet in accordance with the basis set forth in the notes thereto
have been made.

c.

Discussed with certain officials of the borrower their assumptions
regarding the effects of the transaction set forth in the notes to the
unaudited pro forma consolidated balance sheet.

d.

Compared the amounts shown in the unaudited consolidated balance sheet
of the borrower at February 28, 19X2 and in the unaudited pro forma con
solidated balance sheet to the corresponding amounts shown on worksheets
prepared by the borrower and found them to be in agreement;

tested the

mathematical accuracy of such worksheets.

Based on the results of the procedures described in 4 a-d above, no matters came
to our attention that caused us to believe that the unaudited pro forma con
solidated balance sheet does not reflect the proper application of the pro forma
adjustments to the historical unaudited consolidated balance sheet.

5.

With respect to the accompanying forecasted statement of consolidated cash

flows for the three years ending December 31, 19X4 (the forecast), prepared
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by the borrower, we have:

a.

Read the forecast for compliance in regard to format with the prepara
tion guidelines established by the American Institute of Certified
Public Accountants for presentation of a forecast.

b.

Tested the mathematical accuracy of the forecast.

Based on the results of the procedures referred to in Steps 5a-b, no matters
came to our attention to cause us to believe that the format of the forecast
should be modified or that the forecast is mathematically inaccurate.

Because the foregoing procedures in Steps 1-4 do not constitute an audit made in
accordance with generally accepted auditing standards or an examination made in
accordance with attestation standards established by the American Institute of
Certified Public Accountants, we do not express an opinion on the February 28,
19X2 unaudited historical consolidated financial statements or unaudited pro
forma consolidated balance sheet.

Because the procedures described in Steps 1

and 5a-b above do not constitute an examination of prospective financial state
ments in accordance with standards established by. the American Institute of
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Certified Public Accountants, we do not express an opinion on whether the fore
cast referred to above is presented in conformity with American Institute of
Certified Public Accountants presentation guidelines or on whether the
underlying assumptions provide a reasonable basis for the presentation.
Furthermore, there will usually be differences between the forecasted and actual
results, because events and circumstances frequently do not occur as expected,
and those differences may be material.

Had we performed additional procedures or had we audited the borrower's February
28, 19X2 consolidated financial statements in accordance with generally accepted
auditing standards or had we examined the borrower's unaudited pro forma con
solidated balance sheet or the forecast in accordance with standards established
by the American Institute of Certified Public Accountants, other matters might
have come to our attention that would have been reported to you.

This report is intended solely for use by the borrower and the lender in connec
tion with the loan contemplated under the Credit Agreement and is not to be
otherwise used, circulated, quoted or referred to by the borrower or the lender
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and should not be used by any party who did not participate in determining the
foregoing procedures.

We have no responsibility to update this report for events and circumstances
occurring after March 20, 19X2.

[Issue Date: February 1988]

